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Ms. Laurie Duarte

General Services Administration
FAR Secretariat (MVA)

1800 F Street, NW, Room 4035
Washington, DC 20405

Dear Ms. Duarte:

We have reviewed the proposed Federal Acquisition Regulations (FAR) Case
No. 2001-037, “Insurance and Pension Costs.” The case would amend the insurance and
indemnification cost principle and the portion of the compensation principle relating to
pension costs. We generally agree with the proposed revisions that achieve consistency
between the language in the cost accounting standards and the cost principle. However,

we recommend that the current language at FAR subpart 31.205-6(j)(1) be retained, as
follows:

A pension plan, as defined in 31.001, is a deferred compensation plan. Additional benefits such as
permanent and total disability and death payments and survivorship payments to beneficiaries of
deceased employees, may be treated as pension costs, provided the benefits are an integral part of
the pension plan and meet all the criteria pertaining to pension costs (Emphasis added)

The current cost principle does not redefine pension plan but cross-references to
the definition at FAR 31.001. If the current language is removed, the criteria for allowing
additional benefit costs are eliminated. The underlined text, which defines allowability,
is not a part of the pension plan definition at FAR 31.001. The current definition merely

states that additional benefits may be an integral part of a pension plan. Therefore, there
is no duplicate language.

Thank you for the opportunity to comment on the proposed rule. If you have any
questions, please contact Ms. Madelaine E. Fusfield at (703) 604-8739.
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Patricia A. Brannin
Deputy Assistant Inspector General
for Audit Policy and Oversight
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Anthony M. DiPasquale
Vice President
Government Financial Management

March 28, 2003

General Services Administration
FAR Secretariat (MVA)

1800 F Street N.W., Rm. 4035
Washington, D.C. 20405

Attn: Laurie Duarte
Subject: FAR Case 2001-037

Dear Ms. Duarte:

Lockheed Martin Corporation (LMC) appreciates the opportunity to submit comments
concerning the proposed revisions to the FAR Insurance, Employee Stock Ownership Plans
(ESOP) and Pension Cost Principles. In addition, as the industry representative on the Cost
Accounting Standards (CAS) Board, my comments reflect industry’s perspective regarding CAS
in FAR Cost Principles.

General

The effort to streamline Cost Principles is supported by LMC and industry. However, the
streamlining process could benefit from joint Government — industry working groups rather than
the sequential process that we have before us. This is especially true when modifying the subject
Cost Principles which are both complex and also covered in CAS. Absent joint working groups,
the following significant issues need to be addressed before establishing a final rule.

CAS In FAR Cost Principles

Incorporating substantial CAS provisions into the FAR Cost Principles creates de facto CAS
coverage when, by law, promulgation of regulations covering the measurement, assignment and
allocation of costs to cost objectives is assigned to the CAS Board. This includes applicable
threshold levels that where raised reflecting Congressional desire and suggestions by the GAO
(see report dated April 2, 1999, “Future Role of the Cost Accounting Standards Board’). In
addition, requiring CAS at lower thresholds is directly contrary to progressive efforts such as the
current DFARS Transformation and is a barrier to smaller commercial companies and
commercial units of large defense contractors from performing Government Contracts.
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If the Councils elect to continue and/or expand CAS clauses in the Cost Principles, then it should
be done with either direct references or direct quotes. The practice of paraphrasing CAS
language results in unintended differences of interpretation. For example, auditors have used the
FAR version of a CAS clause to create another meaning when the two clauses are not identical.
The auditors defend their position be saying, “If FAR were intended to be exactly like CAS there
would be a direct quote. Since there is a difference, then FAR must have a different meaning.”
The fix for this type of problem is easy and it can start right now with this FAR case.

Proposed ESOP Revision

The CAS Board is currently addressing accounting for ESOPs. An ANPRM is expected to be
issued in the near term. Since I cannot comment on any potential differences that might exist
between CAS and FAR, I recommend that further FAR action be deferred until the CAS Board
proposal can be reviewed for consistency. Industry is unaware of any significant issues
regarding ESOP costs. Therefore, we see no urgency to expedite a FAR rule change and would

like to suggest either dropping ESOP coverage in FAR or, as mentioned above, referencing the
CAS rule.

Proposed Pension Revision

The proposed language at 31.205-6 (j)(3)(v)(C) addressing refunds for segment closings is more
restrictive then CAS. There are optional settlement methods that are provided for in CAS 413-
50(c)(12)(vii); specifically amortization. In addition, the proposed FAR language does not
address charges (when the settlement requires additional Government funding), as does CAS.
As previously stated, there should be no duplication of CAS in FAR and if there is, it must be
either by reference or exact quote.

Proposed Insurance Revision

The proposed language at 31.205-19(c)(4) introduces a definition for “catastrophic losses” as
“large dollar coverage with a very low frequency of loss.” The measurement of cost is a CAS
issue, not FAR. The expanded definition could be interpreted to include deductibles or over
ceiling amounts for property insurance policies, and other high dollar policies. Also, “coverage”
refers to an insurance policy cost, not self-insurance. Lastly, there is a missed opportunity to
make such self-insurance charges allowable. How is a contractor to be treated equitably when a
catastrophic loss occurs such as an earthquake or as illustrated at CAS 416-60(g)? Catastrophic
self-insurance losses should be allowable, especially if insurance is either unavailable or
excessively priced.
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As proposed streamlining changes to FAR Cost Principles make their way through the system,
we collectively have the opportunity to make substantial improvements consistent with the spirit
of DFARS Transformation. Specifically, in order of preference, we can eliminate CAS language
in FAR, reference CAS clauses or exactly quote CAS if necessary. Each of the proposed Cost
Principles being considered (ESOPs, pensions, and insurance) could be further streamlined or at

least made exactly consistent with CAS. Lastly, self-insurance charges for catastrophic losses
should be made allowable.

Summary

Lockheed Martin Corporation appreciates any consideration that the Councils will give to our
comments. We also would be pleased to participate in streamlining working groups if they are
formed. If there are any questions concerning our suggestion, please call me at 301-897-6781.

Sincerely,
C\,V\. &‘- \ \E;/
Anthony M. DiPasquale
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AEROSPACE INDUSTRIES ASSOCIATION
NATIONAL DEFENSE INDUSTRIAL ASSOCIATION

March 31, 2003

General Services Administration
FAR Secretariat (MVA)

1800 F Street, NW

Room 4035

Washington DC 20405

ATTN: Ms. Laurie Duarte

Subject: FAR Case 2001-037, Insurance and Pension Costs

Dear Ms. Duarte:

The Aerospace Industries Association (AIA) and the National Defense Industrial
Association (NDIA) are pleased to submit comments on the proposed rule to amend the Pension

and Employee Stock Option Plans (ESOPs) portions of the Compensation cost principle and the
Insurance cost principle.

In general, our members believe that the proposed changes reduce redundant language
and provide increased clarity through reorganization. However, we would like to highlight, by
topic area, several concerns with the proposed rule amendments.

Pensions
We have significant concerns with the proposed changes in the treatment of pension costs
related to credits to the Government for segment closings and to early retirement incentives. The

proposed segment closing credits language is not necessary because comparable language is
already included in Cost Accounting Standards (CAS).

The proposed language dealing with early retirement incentives could have a major
impact on the cost allowability of existing plans. The current provision, FAR 31.205-6 (j)(7),
clearly states that plans based upon life income settlements are not, and should not be, treated as
early retirement incentive plans. It is unclear why the proposed rule deletes this statement. This

is particularly important since this deletion could impact the cost allowability of those plans that
are based upon life income settlements.

Insurance

The proposed change to the Insurance cost principle introduces a new definition of
catastrophic losses that could have a considerable negative effect. In particular, draft paragraph
31.205-19(c)(4) includes a definition of “catastrophic losses” that may cause contention and
uncertainty in the field. The proposed language does not account for the relativity of “large
losses” among different sized contractors. The phrase "very low frequency of loss" in the
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proposed definition also adds confusion. We are not sure why this definition was added as we
are unaware of any problems in the field in the application of 31.205-19 (c)(4). We believe this
proposed provision, if implemented, will be subject to misinterpretation and confusion, thus
making it difficult to apply in the field. Established practices for determining thresholds of
catastrophic loss based on individual circumstances and the general reasonableness provision in
the FAR provide more than sufficient guidance; therefore, we recommend that the proposed
definition be deleted. : :

ESOPs

We believe that no actions should be taken to revise the provisions of FAR 31.205-6 that
deal with ESOPs until after the Cost Accounting Standards Board (CASB) releases for public
comment an Advanced Notice of Proposed Rulemaking (ANPRM) on ESOPs. The CASB
proposal could provide clarification, result in a more streamlined ESOPs format, and establish a
useful framework for a future streamlining or elimination of this cost principle.
Notwithstanding the above, the Councils must recognize that placing CAS requirements into the
Cost Principles is counter to Government goals of attracting and retaining commerc1al companies
in the government contracting arena.

For a more complete listing and description of concerns regarding the proposed rule
please refer to the Attachment to this letter.

Common Cost Principle Format :

The proposal to revise the Compensation and Insurance cost principles, whlle removing
some redundant language, does not achieve the overall goals of streamlining. For example, the
proposed rule reorganizes the Insurance cost principle by source of coverage (i.¢., self-insurance,
purchased insurance, and all insurance), but we believe that the use of the common format
recommended in our letters on FAR Cases 2001-024 (dated 10/25/02) and 2002-001 (dated
10/25/02) would be a better approach to streamlining the principle. Adoption of such a format
would clarify or eliminate confusing, redundant, and unnecessary language and the user-friendly
format for all cost principles will facilitate application of the principles in the field.

Another improvement to the streamlining effort we recommend is a greater focus on
identifying and removing language not required by statute —an effort we believe to be consistent
with the current DFARS transformation initiative. While resource constraints may preclude
reformatting all cost principles at once, we believe the current FAR case provides an excellent

opportunity to reformat, streamline and clarify the existing language and exclude non-statutory
requirements.

Summary

Several significant changes proposed in this rule go beyond simple clarification and
streamlining. They represent major changes that we believe are contrary to Government
Acquisition policy.

We would appreciate the opportunity to meet with the Councils to discuss our ideas for
improving the process for reformatting the cost principles.



If you have any questions concerning our recommendations for changes to the coverage
or arrange for a meeting, please contact Dick Powers of AIA or Ruth Franklin of NDIA. Dick

can be reached on 703 358-1042, or at powers@aia-aerospace.org. Ruth can be reached at (703)
247-2598 or rfranklin@ndia.org. Thank you for your consideration.

Sincerely,
s . W\w\m e S~
Robert T. Marlow Peter M. Steffes
Vice President, Government Division Vice President, Government Policy
Aerospace Industries Association National Defense Industrial Association

Attachment
Specific Statements on Proposed Rule
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March 31, 2003

General Services Administration
FAR Secretariat (MVA)

1800 F Street, N.W.

Room 4035

Washington, DC 20405

Attn. Ms. Laurie Duarte

RE:  Federal Acquisition Regulation (FAR) Case 2001-037 Response to
Request for Public Comment on Proposed FAR New 31.205-6(q)

Dear Ladies and Gentlemen:

Following are the comments of The ESOP Association in response to
proposed Federal Acquisition Regulation new paragraph 31.205-6(q) [FAR Case
2001-037).

I. EXECUTIVE SUMMARY

The ESOP Association is a national, non-profit association of
approximately 1,300 corporations that sponsor employee stock ownership plans
(ESOPs) and over 1,000 service providers with a professional commitment to
ESOPs. The ESOP Association is the source of educational and informational
materials necessary for successful administration and management of ESOP
companies. The ESOP Association sponsors national, regional and local
meetings for the business community, as well as two conferences per year which
are the largest gathering of persons interested in employee ownership in the
world.

The ESOP Association states that the proposed new paragraph FAR
31.205-6(q) is puzzling, as The ESOP Association does not know whether to
welcome the proposed paragraph 6(q) as a needed clarification, or to protest the
new proposed paragraph. To know what to convey in comments depends on the
intent and interpretations of the words of clauses iii, v, and vi.

After setting forth potential concerns with the meaning, and thus the
potential real world impact of these clauses, The ESOP Association asks that
before proposed paragraph 6(q) is finalized, the issues raised in these comments
be reviewed by interested parties and authors of 6(q) in order to understand how
affected parties, government contractors sponsoring broad base employee
ownership through ESOPs, may be impacted.

Serving America By Serving Our Members
g ) 24
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II. BACKGROUND

A. The Basic Structure of ESOPs

An ESOP is an employee benefit plan authorized by federal law to provide employees
with an ownership stake in their company of employees by investing the assets of an employee
trust primarily in the stock of the sponsoring employer. A company establishes an ESOP by
setting up an employee trust and making contributions to the trust of company stock or cash that
can be used to purchase company stock. Stock contributed to the trust and/or stock purchased
from the company or its shareholders is allocated to individual employee accounts.

It is important to understand an ESOP, like the more common and popular 401(k) plans,
is a defined contribution plan.

It is important to recognize the differences between a defined contribution plan, such as
an ESOP, and a defined benefit plan, or the traditional “pension” plan. Often representations
made by Federal personnel reviewing how to determine allowable costs for an ESOP
contribution state that the measure of cost is the value of the benefit for the employee. Such a
statement is relevant in determining the contractor’s costs for contributions to a defined benefit
plan as the contribution is determined by what the future value of the employee’s benefit is. But
such a statement has no meaning for determining the costs of contributions, to an ESOP, 401(k),
or other defined contribution plans as no one, no where, can determine the future value of a
defined contribution plan benefit that depends on the value of assets such as equities, for which
future value is unpredictable.

This point is made as it is relevant to the discussion as to what is the true cost of making
contributions to an ESOP.

B. Leveraged and Non-Leveraged ESOPs

Federal law authorizes and promotes through tax incentives two basic types of ESOPs:
leveraged and non-leveraged. An ESOP is a stock bonus plan or a combination of a stock bonus
plan and a money-purchase pension plan that has received contributions of stock or purchased
stock, using money that is not borrowed. Employer contributions to a stock bonus plan may be
based on a formula, such as profits, or left to the reasonable discretion of the employer. Under a
stock bonus ESOP an employer may deduct from taxes contributions equivalent to a maximum
of 25% of annual covered payroll.

A leveraged ESOP is designated by law to establish employee ownership, and in practice
does so at a faster rate than a non-leveraged ESOPs — which is exactly why Congress enacted
incentives for employers to create leveraged ESOP. A leveraged ESOP is authorized to borrow
money form a lender, directly or through the sponsoring employer, in order to purchase employer
stock, often with the employer serving as guarantor for the loan. Shares purchased with the loan
are held by the ESOP trust in a “suspense account” and released to individual employee accounts
on a pro-rata basis as the loan is repaid. Employer contributions are tax deductible to the ESOP
up to a maximum of a 25% of covered payroll plus the interest on the loan incurred to acquire
the ESOP’s stock, if the ESOP sponsor is a C corporation. (If the leveraged ESOP is sponsored
by an S corporation, the Internal Revenue Code permits a deductible contribution up to 25% of
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payroll.) In addition, dividends paid on ESOP stock may be deductible, including those used to
pay the ESOP loan, if the ESOP sponsor is a C corporation. (Again, this tax incentive is not
available to an S corporation sponsoring an ESOP.)

The net effect of leveraged ESOPs is to offer companies incentives for employee
ownership above and beyond those of a non-leveraged ESOP. Because they reduce the costs of
borrowing and enhance cash-flow, leveraged ESOPs can facilitate corporate financial
transactions, such as buying out retiring shareholders of a closely-held corporation and outside
shareholders, financing capital expansion, taking public companies private through ESOP-
leveraged-buyouts, spinning off subsidiaries and acquiring new divisions.

In fact, Federal agency consideration of this aspect of ESOPs is well documented. For
example, in testimony before Congress in 1978, NASA commented on a prior Defense
Department proposal on cost allocation and ESOPs as follows: “[We] believe that it is clear the
intent of this legislation [ERISA] is to foster ESOPs as a financial tool as well as a means of
acquiring employee ownership in a corporation.”' The ASPR regulations on ESOPs developed
thereafter were consistent with NASA’s understanding of leveraged ESOPs.

C. Advantages of ESOPs

The Employee Retirement Income Security Act of 1974 (ERISA) was the first major bill
to facilitate establishment of ESOPs, and numerous other legislative and regulatory initiatives
have created incentives for their use, including provisions of law enacted by Congress and
agreed to by President Bushas evidenced by sections 656 and 662 of Economic Growth, and Tax
Relief Reconciliation Act of 2001, Pub.L.107-16. Vigorous legislative promotion of ESOPs by
the U.S. Congress over twenty-six years has increased the number of ESOPs nationwide from
several hundred in 1974 to an estimated 11,000 by 2003. The rationale behind such unequivocal
Congressional support continues to be that, unlike employee benefit plans which typically
diversify their holdings by investing in a variety of assets, a company’s ESOP will, by law and
design, invest primarily in the stock of the company, thereby making employees beneficial
owners of the company where they work. Employees with an ownership stake in their
companies have been shown to be more motivated to improve corporate performance because
they stand to benefit directly from company profitability and growth.?

DISCUSSION

1. Proposed clause (q)(2)(iii). This clause limits allowable reimbursement for contributions to
an ESOP by a contractor to 25% of salaries and wages, claiming in the background explanation
to the proposed regulations that this percentage is consistent with the Internal Revenue Code.
Federal Register, Vol. 68. 20, p. 4880. Not correct. Internal Revenue Code Section
404(a)(9)(A), permits contributions up to 25% of pay to a leveraged ESOP to be deductible, and
IRC 404(a)(9)(B) permits tax deductible contributions to a leveraged ESOP to pay interest on the

! Senate Finance Comm. Hearing (1978).

? Se, e.g., Annual Employee Ownership Foundation Survey on Economic Performance; Washington State
Employee Ownership Program (1994); Northwest Ohio Center on Employee Ownership (1993); Research
conducted by Professors Dr. Joseph Blasi and Dr. Douglas Kruse, School of Management and Labor Relations,
Rutgers University, New Brunswick, New Jersey 20001.
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loan incurred by the ESOP to acquire employer securities in addition to the 25% level set forth in
subparagraph 404(k)(9)(A). These subparagraphs apply only to ESOP sponsors structured as a C
corporation. Thus not only is (q)(2)(iii) inconsistent with the Internal Revenue Code, but also it
is inconsistent with long standing positions of the Federal government for what the Defense
Contract Audit Agency labels “pension” ESOPs, as set forth in a policy advisory document
issued by the DCAA in 1993. Also, Internal Revenue Code Section 404(k) permits a C
corporation to contribute dividends paid on ESOP stock to be deductible if paid in cash to

employees, if reinvested voluntarily by employees for more company stock, or if use to pay
ESOP debt.

2. Proposed Subclause (q)(2)(v)(A) and (B). These two clauses provide that contributions of
cash to acquire stock for the benefit of employees are not allowed if in excess of fair market
value, and contributions of such a nature will have the amounts in excess of fair market value
credited to the indirect cost pools.

These provisions are not readily understood.

Any sponsor of an ESOP that acquires stock for the ESOP at a value in excess of fair market
value has engaged in a prohibited transaction under ERISA, and the agencies responsible for
regulating ESOPs should take appropriate action.

There may be two possible intents embedded in subclauses (A) and (B), which if either is
correct, each would trigger protests from the ESOP community as either possible intent would
undermine the law’s purpose to promote employee ownership.

One interpretation of what (Q}(2)(v)(A) and (B) mean is the intent is to impose on contractors
a method of valuation that creates a false, and as a result discredited, value on the contractor’s
costs of acquiring stock for an ESOP. And ironically, if the intent of the authors of the proposed
regulation is as described below, the result over time will be more costly for government
agencies, unless the intent is to freeze forever a false value for the shares of stock in a leveraged
or formerly leveraged ESOP.

To explain, in the withdrawn FAR proposed ESOP regulations of November 7, 1995,
withdrawn March 14, 1996, there was a provision that limited the allowable reimbursement of a
contractor’s costs arising from the acquisition by debt of stock for the benefit of employees to the
value of that stock the “day” after the acquisition of the stock, not at the value paid by a willing
buyer, the ESOP, to a willing seller of stock to the ESOP. (Because the price paid for stock by
the ESOP sponsor, and in turn by the ESOP, represents a price set by the willing buyer and
willing seller, that price does not take into consideration the debt that attaches to the stock after
the transaction closes. It is analogous to the price paid by a home buyer using a mortgage, and
the equity the home buyer has in the house after the settlement of the transaction.)

The theory that the “real” value of ESOP stock is the value after the transaction closes is
known as the “Farnum” theory, after a court case brought by the Department of Labor in 1990,
suing an ESOP trustee named Farnum. The case was quickly withdrawn after top officials of the
Department realized that it would enforce a policy that would completely reverse the many laws
promoting employee ownership through ESOPs, as such a requirement on what would be paid
for stock for an ESOP would eliminate anyone willing to sell stock to an ESOP. (See attached
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sections from The ESOP Association’s comments on the November 7, 1995 proposed FAR
31.205-6(p) addressing the very much opposed position of those proposed regulations on what
the correct value of ESOP stock was for measuring costs of ESOP plan sponsors contributing
cash to the leveraged ESOP.)

In other words, proposed subclauses (q)(2)(v)(A) and (B) may make sense if the drafters
believe that the Internal Revenue Service and the Department of Labor are wrong in not
imposing the Farnum theory of valuation on ESOP companies and that these ESOP sponsors are
therefore being permitted by the IRS and DOL to pay more than fair market value for the stock
in the ESOP, and thus contribute money to the ESOP beyond the fair market value of the shares.
Of course, if this position is correct —i.e. IRS and DOL permit contributions above fair market
value — then the two agencies are aiding and abetting violation of law.

If the above interpretation of subclauses (A) and (B) is correct, the ESOP Association
urges a redrafting or withdrawal of subclauses (A) and (B).

Another possible reading of subclauses (q)(2)(v)(A) and (B) is that when economic
fortunes of an ESOP sponsor are not positive, with the result the ESOP share value declines, the
allowed cost will be the current value, not the acquisition value of the shares.

If this is the intent, i.e. to impose the latest valuation of the share value then proposed
(@(2)(v)(A) and (B) will not reflect the true cost of the contractor with a leveraged ESOP in
providing the ESOP benefit to employees. Furthermore based on years of experience with
thousands of ESOP companies, over any time frame the result of any measure other than the
acquisition cost of the ESOP stock, which is exactly what the contractor contributes to the ESOP
plus interest on the ESOP loan, will result in reimbursements to the contractor greater than its
true costs of compensation through an ESOP.

To explain, assume that a contractor acquires stock for the ESOP at $10 a share with a
10-year note at 10% interest, amortized with level payments. Over the ten-year period, the share
value can do one of three things: Go up, go down, remain the same. Under current practices, the
contractor will have allowable costs of $10 plus $1 interest each year, in order to release shares

to the employee’s accounts in the ESOP. This level of cost will remain constant to the
contractor.

If in year two the statutorily required independent valuation establishes that the share
value is now $12 per share, subclauses (A) and (B) can be interpreted to provide that the
contractor will be reimbursed not its $11 costs in cash payment to the lender, but $13,
representing current $12 per share plus $1 interest, or $2 more than actual costs.

If in year two, however, the statutorily required independent valuation establishes that the
share value is now $8 per share, subclauses (A) and (B) may be interpreted to provide that the
contractor will be reimbursed not its $11 costs in cash payments to the lender, but $9,
representing the current $8 per share plus $1 interest, or $2 less than actual costs

(Both general examples assume that the proposed regulations, as is current practice,
permits reimbursement for interest costs paid by the contractor to service ESOP debt.)
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If ESOPs were primarily bad deals for employees, and that ESOP companies always
decline in value, this possible interpretation of the proposed subclauses (A) and (B) could be
defended as a real money saver for the federal government. But, the evidence is overwhelming,
in numerous studies, that ESOP companies outperform their non-ESOP competitors and
therefore provide significant value to employees as the value of shares that were acquired with

debt in the vast majority of times quickly appreciate to levels beyond the share price at which the
shares were acquired.

Those doubting this statement can refer to a survey by The ESOP Association of its
members that in 1989 the averaged account balance in the members’ ESOPs was approximately
$17,000, but was over $173,000 in 2000. A close study of the amazing increase in average
account balance correlates to the age of the ESOP, the point made above that as the ESOP ages,
share value increases in the vast majority of instances.

Outside the perhaps biased confines of the Association members, note should be taken by
a study done by the Washington State’s Department of Community, Trade and Economic
Development which indicated that the value of ESOP accounts balances on average in that state
compared to balances of retirement plans other than ESOPs were 2 and one-half times better than
the balances in non-ESOP companies.

Research done by the State of Ohio sponsored Employee Ownership Center, which is part
of Kent State University, showed Ohio’s closely-held ESOP companies significantly
outperformed non-ESOP companies in their industries.

There is no reason to believe that Washington State’s and Ohio’s closely-held ESOP
companies are significantly different than closely-held companies in the other 48 states.

The collection of research and data on the success of ESOP companies, which translate
into increasing share value can go on and on. For example, the most comprehensive review of
closely-held ESOP companies’ performances was done by researchers from Rutgers University.
Reviewing data from over 1,000 private ESOP companies paired against 1,000 non-ESOP
private companies for an eleven-year period, the Rutgers researchers (Dr.’s Joseph Blasi and
Douglas Kruse), the research found that the ESOP companies had on average, on an annual
basis, sales over 2.3% better than the non-ESOP companies, and had sales, on an annual basis
2.4% per employee greater than the non-ESOP companies. (The research had other impressive
results for the ESOP companies, such as they were more likely to remain in business than the
non-ESOP companies by a factor of 15%, and had greater employment growth.)

In fact, Dr. Blasi and Kruse have written that over 70 studies since 1975 indicate more
growth, more productive, and more survialability by ESOP companies compared to their non-
ESOP counterparts. (In fairness, a lesser number of studies indicate that ESOPs and employee
ownership have a “neutral” impact on the success of the ESOP sponsors; but note, these minority
studies do not conclude that ESOP companies on average perform “worse”, and thus, on average
are declining in value.)

The key point is that the true measure of the contractor’s costs in sponsoring an ESOP
when the ESOP is leveraged is the annual payment to the lender, which represents the acquisition
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cost of the ESOP stock plus interest. Any other measure is a false measure of costs, and can
result in either unfairness to the ESOP sponsor or unfairness to the contracting agency.

In other words, the actual cost to the employer sponsoring a defined contribution plan
versus a defined benefit plan is the current value of the actual contribution versus the future
value of the benefit paid by the plan.

3. Proposed clause (vi). This clause of proposed paragraph (q) provides that when the ESOP
sponsor’s stock is not publicly traded, the value will be determined on a case-by-case basis
taking into consideration guidelines used by the IRS. On its face, there is no concern with this
clause, as all valuations of ESOP sponsors which are closely held, which account for
approximately 95% of the ESOPs in the United States, must comply with IRS guidelines on
valuing stock that is not publicly traded. In fact, the ESOP community welcomes the statement
that reviews of contractor’s costs arising from contributions to an ESOP are to comport with the
long standing practice of following the guidelines from the IRS, which coupled with guidance
from the Department of Labor, governs the operations of an ESOP. (The assumption of this
welcoming view is the reference to IRS guidelines is to Rev. Ruling 59-60, which has been the
basis for ESOP valuations for over 40 years.)

On the other hand, in the real world, at times, it seems that personnel of the agencies
determining allowable costs of Federal contractors take it upon themselves to consider that the
valuation of ESOP share value that follow IRS and DOL guidance is to be ignored, and the
valuation is to be done de novo by the auditors, or someone hired by the auditing agency. This
practice makes the use of the words “case-by-case basis” in clause (vi) fraught with uncertainty.

No one denies that anytime any appropriate government authority feels that the valuation of
ESOP shares is wrong, or even suspect, that authority has an obligation to put the burden on the
ESOP plan sponsor and its fiduciaries to demonstrate that the private valuation is valid. But
where a competent valuation expert has done a valuation, the presumption should be that IRS
and DOL guidance, plus accepted valuation process and procedures, were followed, and there is
no need for the auditing agency to reinvent the wheel, so to speak, by starting with a valuation
from scratch under the control and command of the auditing agency.

To use a legal analogy, the annual valuation, if done by competent independent valuation
experts, should be presumed in accordance with IRS and DOL guidance; but, the burden to prove
its validity can shift to the contractor should the agency auditors have reason to believe that the
valuation is not in accord with IRS and DOL policies and procedures for valuations and/or
acceptable practices and procedures followed by qualified valuation professionals.

CONCLUSION

As noted in the opening comments on proposed new paragraph FAR 31.205—6(q) The
ESOP Association, writing for its over 2,400 members, does not know whether to welcome new
proposed paragraph 6(q) or to protest the specific provisions of the proposed paragraph strongly,
mildly, or not at all. The ESOP Association always welcomes more guidance from its regulating
agencies, and feels both government and the private sector are well served with regulations that
match the intent of Congress.
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On the other hand, there are provisions that are worded in the proposed paragraph (q) that
are not clear, especially in trying to discern how the words would be applied in real world audits
of contractors.

Citing just one example in this conclusion, it is a puzzle that regulations would be issued
that assume that ESOP sponsors are routinely engaged in illegal prohibited transactions by
purchasing company stock for the benefit of employees at levels greater than fair market value,
when such an action disqualifies the plan.

Thus, in a position of caution, The ESOP Association respectfully asks that proposed
paragraph 6(q) not be adopted as a final regulation until there is more clarity on the issues raised
in these comments, so that a firm understanding of their potential impact can be analyzed.
Again, the Association does not endorse a “no” regulation outcome, and wants to interpret the
proposed paragraph 6(q) as welcomed addition to FAR.

After filing these comments and before the regulations are finalized, The ESOP

Association would respectfully request and welcome opportunities to discuss issues raised in
these comments.

§anc9rely VO }s
f/%’ff/z/ ‘W_—\
J. Michael Kéeling. CAE

y President

JMK:sgs
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and deferred compensation plans. as well as salary and wages. There is no reasonable basis for
singling out ESOPs for adverse treatment under government contracts and, in fact. to do so is to
frustrate overriding statutory intent.

_/——-————> 2, Proposed FAR 31.205-6(p)(6) Adopts The Discredited Farnum Theory As The
Method of Valuation for Leveraged ESOPs

Under proposed FAR 31.205-6(p)(6)(i), ESOP costs (excluding interest) are allowable up
to the lesser of 15% of the salary and wages of participant employees and the fair market vaiue
of stock credited to employee accounts, minus forfeitures and dividends. Under proposed FAR
31.205-6(p)(3)(i), "fair market value" of the stock or noncash assets is to be determined "as of
the close of business on the next business day after the transaction date."

In effect, this FAR provision would hold that, for government contractors only, the value
‘ of asset purchases financed through a loan is limited to the principal interest in the asset,
regardless of their actual purchase price. Valuation of a leveraged ESOP trust on the date after
the day of initial purchase by the ESOP is contrary to basic principles of corporate finance, ERISA
and the IRC. Incredibly, it revives the widely discredited and federally repudiated "Farnum
Theory," which arose in a case brought by the Department of Labor and withdrawn immediately
thereafter.

The Earnum case deait with whether the impact on corporate finances caused by servicing
the ESOP debt through employer contributions must be taken into account in valuing company
stock purchased by an ESOP.Y DOL initially argued a theory of valuation analogous to that put
forth in the proposed FAR -- that the cash used to pay the debt must be taken into account in
determining whether the ESOP complied with the requirement that it pay no more than "adequate
consideration” for the stock. Upon closer review of the issue, however, DOL quickly withdrew
its complaint and stated publicly that it was backing away from the position taken in the suit.Y

¥ Dale v_Farnum, Civil Action No. 90-0371 (D.R.I. July 30, 1990).

y SeeJoel Chernoff, "Withdrawal of Suit Hurts Labor Deparunent,” Pensions & Investments
(Oct. 29, 1990); see also, Letter from Alan B. Lebowitz, Deputy Assistant Secretary for Program

‘ Operations, U.S. Dept. of Labor, to Martin I. Slate, Director of Employee Plans Technical and
Actuarial Division, Internal Revenue Service (July 17, 1992).
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According to the repudiated Farnum Theory, if a couple purchased a home for $200,000
with a $100,000 mortgage, the value of the house would be only $100,000 -- Le., the equity
holding of the couple the day atter the close of the transaction rather than the $200,000 fair market
value as established between a willing buver and a willing seller. Carried one step farther. as it
is in the proposed FAR, the fauity logic of the Farnum Theory would conclude that the actual cost
to the couple must therefore be only $100,000, effectively ignoring the $200,000 selling price.

In the Faroum case, as in the proposed FAR provision, the fundamental issue is how one
values an asset. Basic principles of corporate finance hold that the value of an asset is the market
value as established between a willing buyer and willing seller at the time of acquisition. On any
given day a‘ter the original transaction of a leveraged ESOP, the fair market value will not
necessarily reflect the employer's actual contribution costs, which are determined by the loan

repayment obligations of the original transaction. Yet the employees receive stock. or value,
ly if the ESOP he | : r

L Using any other value to determine the
allowability of ESOP-related compensation costs ignores the true cost of the ESOP deferred
compensation arrangement.

On the day immediately following the transaction date, the fair market value may drop to
reflect the debt obligation. On the date of each annual contribution, the fair market value will be
affected by many factors, not the least of which are events determining the overall financial well-
being of the ESOP sponsoring corporation. Consistent with the IRC, the allowed value for ESOP
contractors must be that of the acrual contribution or acquisition cost. No existing law requires
valuation the day after the close of ESOP stock acquisition. The proposed FAR would mandate
such a valuation above and beyond that mandated by Congress under IRC § 409, which also has
been endorsed by DOL its proposed "adequate consideration” regulations.” It is difficult to
fathom the FAR Council's requiring an additional valuation that will impose significant costs on
the ESOP sponsor.

In sum, the proposed FAR applies a discredited and unworkable valuation scheme on
ESOP stock. As Senator Robert Byrd pointed out in criticizing the Farnum Theory on the Senate
Floor on October 27, 1990, this approach effectively prohibits ESOPs from using debt to buy
stock in their sponsoring companies, despite express statutory language and longstanding federal

¥ Proposed Reguiation: Definition of Adequate Consideration, U.S. Dept. Of Labor, Pension
and Welfare Benefits Admin., 53 Fed. Reg. 17,632 (May 17, 1988).
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AGENCIES: Department of Defense (DoD),
General Services Administration (GSA),
and National Aeronautics and Space
Administration (NASA).

ACTION: Proposed rule.

SUMMARY: The Civilian Agency
Acquisition Council and the Defense
Acquisition Regulations Council
(Councils) are proposing to amend the
Federal Acquisition Regulation (FAR) to
amend the insurance and
indemnification cost principle and the
portion of the compensation cost
principle relating to pension costs.

DATES: Interested parties should submit
comments in writing on or before March
31, 2003 to be considered in the
formulation of a final rule.

ADDRESSES: Submit written comments
to—General Services Administration,
FAR Secretariat (MVA), 1800 F Street,
NW.,, Room 4035, Attn: Laurie Duarte,
Washington, DC 20405.

Submit electronic comments via the
Internet to—farcase.2001-037@gsa.gov.

Please submit comments only and cite
FAR case 2001-037 in all
correspondence related to this case.

FOR FURTHER INFORMATION CONTACT: The
FAR Secretariat, Room 4035, GS
Building, Washington, DC 20405, at
(202} 501—4755 for information
pertaining to status or publication
schedules. For clarification of content,
contact Mr. Ralph De Stefano at (202)
501-1758. Please cite FAR case 2001—
037.

SUPPLEMENTARY INFORMATION:
A. Background

The Councils have performed an
analysis of FAR 31.205-6(j), Pension
costs, and FAR 31.205-19, Insurance
and indemnification, and propose the
following revisions:

1. Substitute the term “assign’ for the
term “account” in the newly
renumbered paragraphs (j)(1) and (j)(5)
Ol FAR 31.205-6 i order to be
consistent with the terminology used in
48 CFR 9904.412, Cost Accounting

412), and 48 CFR 9904.413, Adjustment
and Allocation of Pension Cost (CAS
413).

2. Revise the current paragraph
(j)(4)() (renumbered as (j)(3)(i)) at FAR
31.205-6 and the contract clause at FAR
52.215-15 to specifically address how
the Government will receive the
pension cost adjustment amount when
there is a segment closing, a pension
plan termination, or a curtailment of
benefits for CAS—covered and non-CAS-
ccvered contracts.

3. Move and revise the current
paragraph FAR 31.205-6(j)(8) that
addresses employee stock ownership
plans (ESOPs).

a. Move the discussion of ESOPs out
of the current paragraph FAR 31.205-
6(j) that addresses pension plans to a
new paragraph FAR 31.205-6(q) so that
the discussion of ESOPs is included in
the coverage addressing all deferred
compensation plans, both pension and
nonpension.

b. Delete the term “individual”’ from
the phrase “individual stock bonus
plan” to preclude misinterpretation that
a separate plan is required for each
employee.

c. Add the term “‘primarily” to the
phrase “‘invest in the stock of the
employer corporation” to clarify that an
ESOP does not have to invest 100
percent in the stock of the employer
corporation.

. Consistent with current policies
and recent developments in applicable
case law, clarify that ESOP costs are to
be measured, assigned and allocated in
accordance with 48 CFR 9904.412 for
ESOPs that meet the definition of a
pension plan, and in accordance with
48 CFR 9904.415, Accounting for the
Cost of Deferred Compensation, for all
other ESOPs. As ESOP accounting
techniques continue to evolve, this FAR
provision may require further
modifications, e.g., if the present CAS
treatment of this topic is changed as a
result of the current ESOP project being
pursued by the CAS Board.

e. Increase the limitation of ESOP
contributions in any one year from 15
psrcent to 25 percent, which is
consistent with the Internal Revenue
Code limitation on ESOP contributions
for corporations.

f. Remove the requirement for the
contracting officer to approve the
contribution rate in order to be
consistent with the requirements for
defined contribution pension and
deferred compensation plans that are
not ESOPs.

4. Eliminate the discount rate
provision at the current paragraph FAR

for Insurance Costs, to use the Treasury
Rate, which is the same rate currently
contained in the insurance and
indemnification cost principle.
Therefore, it is no longer necessary for
the cost principle to specify the
discount rate.

5. Other editorial changes. The rule
makes other editorial changes, including
deleting—

a. The current paragraph FAR 31.205—
6(j)(1) since FAR 31.001 already has a
definition of “‘pension plan” that is the
same as the definition in CAS 412 and
413;

b. The descriptions of defined-benefit
pension plans at FAR 31.205-6(j)(3) and
defined-contribution pension plans at
FAR 31.205-6(j)(5) since the definitions
of these terms are currently at FAR
31.001.

c. References to “reasonableness” and
“‘allocability” currently found at FAR
31.205-6(j)(2)(ii) and (j)(3)(ii) because
these general allowability standards are
already addressed at FAR 31.201-2 and
FAR 31.201-3. The Councils do not
intend to make these changes to alter
any current policy.

This is not a significant regulatory
action and, therefore, was not subject to
review under section 6(b) of Executive
Order 12866, Regulatory Planning and
Review, dated September 30, 1993. This
rule is not a major rule under 5 U.S.C.
804.

B. Regulatory Flexibility Act

The Councils do not expect this
proposed rule to have a significant
economic impact on a substantial
number of small entities within the
meaning of the Regulatory Flexibility
Act, 5 U.S.C. 601, et seq., because most
contracts awarded to small entities use
simplified acquisition procedures or are
awarded on a competitive, fixed-price
basis, and do not require application of
the cost principles that are discussed in
this rule. An Initial Regulatory
Flexibility Analysis has, therefore, not
been performed. We invite comments
from small businesses and other
interested parties. The Councils will
consider comments from small entities
concerning the affected FAR parts in
accordance with 5 U.S.C. 610. Interested
parties must submit such comments
separately and should cite 5 U.S.C. 601,
et seq. (FAR case 2001-037), in
correspondence.

C. Paperwork Reduction Act

The Paperwork Reduction Act does
nat apply because the proposed changes
to the FAR do not impose information
collection requirements that require the
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approval of the Office of Management
and Budget under 44 U.S.C. 3501, et
seq.

List of Subjects in 48 CFR Parts 31 and
52

Government procurement.

Dated: January 23, 2003.
Al Matera,
Director, Acquisition Policy Division.

Therefore, DoD, GSA, and NASA
propose amending 48 CFR parts 31 and
52 as set forth below:

1. The authority citation for 48 CFR
parts 31 and 52 continues to read as
follows:

Authority: 40 U.S.C. 486(c); 10 U.S.C.
chapter 137; and 42 U.S.C. 2473(c).

PART 31—CONTRACT COST
PRINCIPLES AND PROCEDURES

2. Amend section 31.205-6 by—

a. Removing from the second sentence
of paragraph (g)(1) “(j)(7)” and adding
“(j)(6)”" in its place;

b. Revising paragraph (j);

c. Removing from tEe second
parenthetical in paragraph (p)(2)(i)
“paragraphs (j)(5) and (j)(8)"” and adding
‘‘paragraphs (j)(4) and (g)” in its place;

d

an
d. Adding paragraph (q) to read as
follows:

31.205-6 Compensation for personal
services.
* * * * *

(j) Pension costs. (1) Pension plans are
normally segregated into two types of
plans: defined-benefit and defined-
contribution pension plans. The
contractor shall measure, assign, and
allocate the costs of all defined-benefit
pension plans and the costs of all
defined-contribution pension plans in
compliance with 48 CFR 9904.412—
Cost Accounting Standard for
Composition and Measurement of
Pension Cost, and 48 CFR 9904.413—
Adjustment and Allocation of Pension
Cost. Pension costs are allowable subject
to the referenced standards and the cost
limitations and exclusions set forth in
paragraph (j)(1)(i) and in paragraphs
(j)(2) through (j)(6) of this section.

(i) Except for nonqualified pension
plans using the pay-as-you-go cost
method, to be allowable in the current
year, the contractor shall fund pension
costs by the time set for filing of the
Federal income tax return or any
extension. Pension costs assigned to the
current year, but not funded by the tax
return time, are not allowable in any
subsequent year. For nonqualified
pension plans using the pay-as-you-go
method, to be allowable in the current
year, the contractor shall allocate

pension costs in the cost accounting
period that the pension costs are
assigned.

(i1) Pension payments must be paid
pursuant to an agreement entered into
in good faith between the contractor and
employees before the work or services
are performed; and the terms and
conditions of the established plan. The
cost of changes in pension plans are not
allowable if the changes are
discriminatory to the Government or are
not intended to be applied consistently
for all employees under similar
circumstances in the future.

(iii) Except as provided for early
retirement benefits in paragraph (j)(6) of
this subsection, one-time-only pension
supplements not available to all
participants of the basic plan are not
allowable as pension costs, unless the
supplemental benefits represent a
separate pension plan and the benefits
are payable for life at the option of the
employee.

(1v) Increases in payments to
previously retired plan participants
covering cost-of-living adjustments are
allowable if paid in accordance with a
policy or practice consistently followed.

(2) Defined-benefit pension plans. The
cost limitations and exclusions
pertaining to defined-benefit plans are
as follows:

(i)(A) Except for nonqualified pension
plans, pension costs (see 48 CFR
9904.412-40(a)(1)) assigned to the
current accounting period, but not
funded during it, are not allowable in
subsequent years (except that a payment
made to a fund by the time set for filing
the Federal income tax return or any
extension thereof is considered to have
besn made during such taxable year).
However, any portion of pension cost
computed for a cost accounting period,
that exceeds the amount required to be
funded pursuant to a waiver granted
under the provisions of the Employee
Retirement Income Security Act of 1974
(ERISA), will be allowable in those
future accounting periods in which the
funding of such excess amounts occurs
(see 48 CFR 9904.412-50(c)(5)).

{B) For nonqualified pension plans,
except those using the pay-as-you-go
cost method, allowable costs are limited
to the amount allocable in accordance
with 48 CFR 9904.412-50(d)(2).

(C) For nonqualified pension plans
using the pay-as-you-go cost method,
allowable costs are limited to the
amounts allocable in accordance with
48 CFR 9904.412-50(d)(3).

(ii) Any amount funded in excess of
the pension cost assigned to a cost
accountlag period is not allowable in
that period and shall be accounted for
as set forth at 48 CFR 9904.412-50(a)(4).

The excess amount is allowable in the
future period to which it is assigned, to
the extent it is not otherwise
unallowable.

(iii) Increased pension costs are
unallowable if the increase is caused by
a delay in funding beyond 30 days after
each quarter of the year to which they
are assignable. If a composite rate is
used for allocating pension costs
between the segments of a company and
if, because of differences in the timing
of the funding by the segments, an
inequity exists, allowable pension costs
for each segment will be limited to that
particular segment’s calculation of
pension costs as provided for in 48 CFR
9904.413-50(c). The contractor shall
make determinations of unallowable
costs in accordance with the actuarial
method used in calculating pension
costs.

(iv) The contracting officer will
consider the allowability of the cost of
indemnifying the Pension Benefit
Guaranty Corporation (PBGC) under
ERISA section 4062 or 4064 arising from
terminating an employee deferred
compensation plan on a case-by-case
basis, provided that if insurance was
required by the PBGC under ERISA
section 4023, it was so obtained and the
indemnification payment is not
recoverable under the insurance.
Consideration under the foregoing
circumstances will be primarily for the
purpose of appraising the extent to
which the indemnification payment is
allocable to Government work. If a
beneficial or other equitable
relationship exists, the Government will
participate, despite the requirements of
31.205-19(c)(3) and (d)(3), in the
indemnification payment to the extent
of its fair share.

(v) Increased pension costs resulting
from the withdrawal of assets from a
pension fund and transfer to another
employee benefit plan fund, or transfer
of assets to another account within the
same fund, are unallowable except to
the extent authorized by an advance
agreement. If the withdrawal of assets
from a pension fund is a plan
termination under ERISA, the
provisions of paragraph (j)(3) of this
subsection apply. The advance
agreoment shall—

(A) State the amount of the
Government’s equitable share in the
gross amount withdrawn or transferred;
and

(B) Provide that the Government
receive a credit equal to the amount of
the Government'’s equitable share of the
gross withdrawal or transfer

(3) Pension adjustments and asset
reversions. (i) For segment closings,
pension plan terminations, or
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curtailment of benefits, the amount of
the adjustment shall be—

(A) For contracts and subcontracts
that are subject to full coverage under
the Cost Accounting Standards (CAS)
Board rules and regulations, the amount
measured, assigned, and allocated in
accordance with 48 CFR 9904.413-
50(c)(12);

(B) For contracts and subcontracts
that are not subject to full coverage
under the CAS, the amount measured,
assigned, and allocated in accordance
with 48 CFR 9904.413-50(c)(12), except
the numerator of the fraction at 48 CFR
9904.413-50(c)(12)(vi) is the sum of the
pension plan costs allocated to all non-
CAS-covered contracts and subcontracts
that are subject to Subpart 31.2 or for
which cost or pricing data were
submitted; and

(C) Credited to the Government either
as a cost reduction or by cash refund, at
the option of the Government.

(ii) For all other situations where
assets revert to the contractor, or such
assets are constructively received by it
for any reason, the contractor shall, at
the Government’s option, make a refund
or give a credit to the Government for
its equitable share of the gross amount
withdrawn. The Government’s equitable
share shall reflect the Government’s
participation in pension costs through
those contracts for which cost or pricing
data were submitted or that are subject
to Subpart 31.2. Excise taxes on pension
plan asset reversions or withdrawals
under this paragraph (j)(3)(ii) are
unallowable in accordance with 31.205—
41(b)(6).

(4) Defined-Contribution Pension
Plans. In addition to defined-
contribution pension plans, this
paragraph also covers profit sharing,
savings plans, and other such plans,
provided the plans fall within the
definition of a pension plan at 31.001.

(i) Allowable pension cost is limited
to the net contribution required to be
made for a cost accounting period after
taking into account dividends and other
credits, where applicable. However, any
portion of pension cost computed for a
cost accounting period that exceeds the
amount required to be funded pursuant
to a waiver granted under the provisions
of ERISA will be allowable in those
future accounting periods in which the
funding of such excess amounts occurs
(see 48 CFR 9904.412-50(c)(5)).

(ii) The provisions of paragraphs
(j)(2)(ii) and (iv) of this subsection apply
to defined-contribution plans.

(5) Pension plans using the pay-as-
you-go cost method. When using the
pay-as-yon-go cost method, the
contractor shall measure, assign, and
allocate the cost of pension plans in

accordance with 48 CFR 9904.412 and
9904.413. Pension costs for a pension
plan using the pay-as-you-go cost
method are allowable to the extent they
are not otherwise unallowable.

(6) Early Retirement Incentives. An
early retirement incentive is an
incentive given to an employee to retire
early. For contract costing purposes,
costs of early retirement incentives are
allowable subject to the pension cost
criteria contained in paragraphs (j)(2)(i)
through (iv) of this section provided—

(i) The contractor measures, assigns,
and allocates the costs in accordance
with the contractor’s accounting
practices for pension costs;

(ii) The incentives are in accordance
with the terms and conditions of an
early retirement incentive plan;

(iii) The contractor applies the plan
only to active employees. The cost of
extending the plan to employees who
retired or were terminated before the
adoption of the plan is unallowable; and

(iv) The present value of the total
ir.centives given to any employee in
excess of the amount of the employee’s
annual salary for the previous fiscal year
before the employee’s retirement is
unallowable. The contractor shall
compute the present value in
accordance with its accounting practices
for pension costs. The contractor shall
account for any unallowable costs in
accordance with 48 CFR 9904.412—
50(a)(2). :

* * * * *

(q) Employee stock ownership plans
(ESOP). (1) An ESOP is a stock bonus
plan designed to invest primarily in the
stock of the employer corporation. The
contractor’s contributions to an
Employee Stock Ownership Trust
(ESOT) may be in the form of cash,
stock, or property.

(2) Costs of ESOPs are allowable
subject to the following conditions:

(i) For ESOPs that meet the definition
of a pension plan at 31.001, the
contractor—

(A) Measures, assigns, and allocates
the costs in accordance with 48 CFR
9904.412;

(B) Funds the pension costs by the
time set for filing of the Federal income
tax return or any extension. Pension
costs assigned to the current year, but
not funded by the tax return time, are
not allowable in any subsequent year;
and

(C) Mesets the requirements of
paragraph (j)(2)(ii) of this section.

(ii) For ESOPs that do not meet the
definition of a pension plan at 31.001,
the contractor measures, assigns, and
allocated costs in accordance with 48
CFR 9904.415.

(iii) Contributions by the contractor in
any one year that exceed 25 percent of
salaries and wages of employees
participating in the plan in that year are
unallowable.

(iv) When the contribution is in the
form of stock, the value of the stock
contribution is limited to the fair market
value of the stock on the date that title
is effectively transferred to the trust.

(v) When the contribution is in the
form of cash—

(A) Stock purchases by the ESOT in
excess of fair market value are
unallowable; and

(B) When stock purchases are in
excess of fair market value, the
contractor shall credit the amount of the
excess to the same indirect cost pools
that were charged for the ESOP
contributions in the year in which the
stock purchase occurs. However, when
the trust purchases the stock with
borrowed funds which will be repaid
over a period of years by cash
contributions from the contractor to the
trust, the contractor shall credit the
excess price over fair market value to
the indirect cost pools pro rata over the
period of years during which the
contractor contributes the cash used by
the trust to repay the loan.

(vi) When tﬁe fair market value of
unissued stock or stock of a closely held
corporation is not readily determinable,
the valuation will be made on a case-by-
case basis taking into consideration the
guidelines for valuation used by the IRS.
* * * * *

3. Revise section 31.205~19 to read as
follows:

31.205-19 Insurance and indemnification.

(a) Insurance by purchase or by self-
insuring includes—

(1) Coverage the contractor is required
to carry or to have approved, under the
terms of the contract; and

(2) Any other coverage the contractor
maintains in connection with the
general conduct of its business.

(b) For purposes of applying the
provisions of this subsection, the
Government considers insurance
provided by captive insurers (insurers
owned by or under control of the
contractor) as self-insurance, and
charges for it shall comply with the
provisions applicable to self-insurance
costs in this subsection. However, if the
captive insurer also sells insurance to
the general public in substantial
quantities and it can be demonstrated
that the charge to the contractor is based
on competitive market forces, the
Government will consider the insurance
as purchased insurance.

(lc) Whether or not the contract is
subject to CAS, self-insurance charges
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are allowable subject to paragraph (e) of
this subsection and the following
limitations:

(1) The contractor shall measure,
assign, and allocate costs in accordance
with 48 CFR 9904.416, Accounting for
Insurance Costs.

(2) The contractor shall comply with
FAR Part 28. However, approval of a
contractor’s insurance program in
accordance with FAR Part 28 does not
constitute a determination as to the
allowability of the program’s cost.

(3) If purchased insurance is
available, any self-insurance charge plus
insurance administration expenses in
excess of the cost of comparable
purchased insurance plus associated
insurance administration expenses is
unallowable.

(4) Self-insurance charges for risks of
catastrophic losses (large dollar
coverage with a very low frequency of
loss) are unallowable (see 48 CFR
28.308(e)).

(d) Purchased insurance costs are
allowable, subject to paragraph (e) of
this subsection and the following
limitations:

(1) For contracts subject to full CAS
coverage, the contractor shall measure,
assign, and allocate costs in accordance
with 48 CFR 9904.416.

(2) For all contracts, premiums for
insurance purchased from fronting
insurance companies (insurance
companies not related to the contractor
but who reinsure with a captive insurer
of the contractor) are unallowable to the
extent they exceed the sum of—

(i) The amount that would have been
allowed had the contractor insured
directly with the captive insurer; and

(ii) Reasonable fronting company
charges for services rendered.

(3) Actual losses are unallowable
unless expressly provided for in the
contract, except—

(i) Losses incurred under the nominal
deductible provisions of purchased
insurance, in keeping with sound
business practice, are allowable; and

(ii) Minor losses, such as spoilage,
breakage, and disappearance of small
hand tools that occur in the ordinary
course of business and that are not
covered by insurance are allowable.

(e) Self-insurance and purchased
insurance costs are subject to the cost
limitations in the following paragraphs:

(1) Costs of insurance required or
approved pursuant to the contract are
allowable.

(2) Costs of insurance maintained by
the contractor in connection with the
general conduct of its business are
allowable subject to the following
limitations:

(i) Types and extent of coverage shall
follow sound business practice, and the
rates and premiums shall be reasonable.

(ii) Costs allowed for business
interruption or other similar insurance
shall be limited to exclude coverage of
profit.

(iii) The cost of property insurance
premiums for insurance coverage in
excess of the acquisition cost of the
insured assets is allowable only when
the contractor has a formal written
policy assuring that in the event the
insured property is involuntarily
converted, the new asset shall be valued
at the book value of the replaced asset
plus or minus adjustments for
differences between insurance proceeds
and actual replacement cost. If the
contractor does not have such a formal
written policy, the cost of premiums for
insurance coverage in excess of the
acquisition cost of the insured asset is
unallowable.

(iv) Costs of insurance for the risk of
loss of, or damage to, Government
property are allowable only to the extent
that the contractor is liable for such loss
or damage and such insurance does not
cover loss or damage which results from
willful misconduct or lack of good faith
on the part of any of the contractor’s
directors or officers, or other equivalent
representatives.

(v) Costs of insurance on the lives of

officers, partners, proprietors, or
employees are allowable only to the
extent that the insurance represents

additional compensation (see 31.205-6).

(3) The cost of insurance to protect
the contractor against the costs of
correcting its own defects in materials
and workmanship is unallowable.
However, insurance costs to cover
fortuitous or casualty losses resulting
from defects in materials or
workmanship are allowable as a normal
business expense.

(4) Premiums for retroactive or
backdated insurance written to cover
losses that have occurred and are known
are unallowable.

(5) The Government is obligated to
indemnify the contractor only to the
extent authorized by law, as expressly
provided for in the contract, except as
provided in paragraph (d)(3) of this
subsection.

(6) Late premium payment charges
related to employee deferred
compensation plan insurance incurred
pursuant to Section 4007 (29 U.S.C.
1307) or Section 4023 (29 U.S.C. 1323)
of the Employee Retirement Income
Security Act of 1974 are unallowable.

PART 52—SOLICITATION PROVISIONS
AND CONTRACT CLAUSES

4. Amend section 52.215-15 by
revising the date of the clause and
paragraph (b) to read as follows:

52.215-15 Pension Adjustments and Asset
Reversions.
* * * * *

Pension Adjustments and Asset Reversions
(Date)

* * * * *

(b) For segment closings, pension plan
terminations, or curtailment of benefits, the
amount of the adjustment shall be—

(1) For contracts and subcontracts that are
subject to full coverage under the Cost
Accounting Standards (CAS) Board rules and
regulations (48 CFR Chapter 99), the amount
measured, assigned, and allocated in
accordance with 48 CFR 9904.413-50(c)(12);

(2) For contracts and subcontracts that are
not subject to full coverage under the CAS,
the amount measured, assigned, and
allocated in accordance with 48 CFR
9904.413-50(c)(12), except the numerator of
the fraction at 48 CFR 904.413-50(c)(12)(vi)
shall be the sum of the pension plan costs
allocated lo all nun-CAS covered conltracts
and subcontracts that are subject to Federal
Acquisition Regulation (FAR) Subpart 31.2 or
for which cost or pricing data were
submitted; and

(3) Credited to the Government either as a
cost reduction or by cash refund, at the
option of the Government.

* * * * *

(End of Clause)

[FR Doc. 03-1963 Filed 1-29-03; 8:45 am]
BILLING CODE 6820-EP-P
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